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Pitfalls in Forming a Farm or Ranch Corporation 
-by Neil E. Harl*
 Although most  formations of farm or ranch corporations are routine and pose no 
significant	problems,	the	potential	is	there	in	most	instances	for	serious	complications.1 
An	 awareness	 of	 those	 potential	 complications	 is	 the	 first	 step	 in	 avoiding	 costly	
outcomes. 
Debt in excess of basis
 Without a doubt, the most serious problem in an otherwise tax-free exchange of assets 
into a newly formed corporation arises in conveyance of assets where the indebtedness 
exceeds the income tax basis.2 The 2002 case of Seggerman Farms, Inc. v. Commissioner3 
involved more than $600,000 of gain, and likely contributed to amendments to the 
statute in 1999 and 2000. The problem of debt exceeding basis continues to be a ranking 
problem. Although two cases have disagreed with the position of the Internal Revenue 
Service,4 it remains the IRS position that taxable gain cannot be avoided by giving the 
corporation a personal promissory note for the difference on the grounds that such a 
note has a zero income tax basis.5
 The 1999 amendment enacted changes to I.R.C. § 357(c),6 by striking the words 
“plus the amount of liabilities to which the property is subject” from I.R.C. § 357(c)(1) 
and providing relief for taxpayers transferring assets subject to liabilities where the 
transferor remains personally liable on the debt but for which the corporation did not 
assume liability.7 The 1999 amendment also added I.R.C. § 357(d)(1)(A) which provided 
guidance in determining the amount of liabilities (or portion thereof) which is to be 
treated as having been assumed “. . . if . . . the transferee has agreed to, and is expected 
to, satisfy such liability (or portion), whether or not the transferor is relieved of such 
liability.”8 
 In 2000, the statute was amended (retroactive to October 18, 1999) to state that if the 
basis of stock received by the transferor as part of a tax-free exchange with a controlled 
corporation exceeds the fair market value of the stock, the basis of the stock received is 
reduced (but not below fair market value) by the amount of any liability that is assumed 
in exchange for the stock and did not otherwise reduce the transferor’s basis of the stock 
by reason of the assumption.9 The provision was not to apply where the trade or business 
with which the liability was associated was transferred to the corporation as part of the 
exchange or where substantially all of the assets with which the liability is associated 
are transferred as part of the tax-free exchange.
  The American Jobs Creation Act of 200410 amended I.R.C. § 357(c)(1) to limit the 
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benefit	rule	has	been	litigated	only	rarely	in	the	tax-free	exchange	
area.23 
In conclusion
 Certainly, care should be exercised in forming a farm or ranch 
corporation.	The	amount	of	potential	gain	is	sufficiently	large	to	
justify attention to the various challenges that can be mounted in 
a particular instance.
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CORRECTION
 In the information about the Agricultural Tax Seminars by Roger 
McEowen, the times for the Monday session were incorrectly listed 
in past issues of the Digest as from 8:00 am to 5:00 pm. The correct 
times are—
 The seminars are held on Monday from 1:00 am to 5:00 pm, 
and Tuesday from 8:00 am to noon.
application of the provision to I.R.C. § 351 exchanges or exchanges 
to which I.R.C. § 361 applied by reason of a plan of reorganization 
for type D, divisive reorganizations. That position has been further 
explained	and	clarified	in	Rev.	Rul.	2007-8.11
 The key point is that, before conveying assets to a newly formed 
entity, it is vital to determine whether indebtedness exceeds the 
income tax basis of the assets proposed to be transferred. 
Mid-stream incorporation problems
 In general, formation of a farm or ranch corporation in the 
regular course of business in a tax-free exchange that does not 
involve substantial tax avoidance motives or a manifest desire 
to	 shift	 income	 tax	 liability	artificially	 should	not	 result	 in	 the	
recognition of income because of conveyance of stored grain, 
growing crops or livestock being fed out.12 In a 1982 ruling,13 
the transfer of cash, machinery and equipment, growing crops, 
harvested crops, prepaid expenses, live cattle, feed on hand and 
supplies was accomplished tax-free. A late 1983 ruling14 further 
expanded on the transfer of prepaid feed expenses and held that the 
tax-free exchange did not affect the determination as to whether 
the prepaid feed expense was deductible. 
 Reallocation of income or expenses. However, one persistent 
problem has been the reallocation of income or expenses or 
both where the transfer to a newly formed corporation resulted 
in distortion of income.15 In Rooney v. United States, the 
Commissioner was upheld in reallocating to a newly-formed 
corporation the production expenses incurred by the individual 
taxpayer in planting and tending a hop crop in the face of such 
a distortion.16 The corporation was formed and the conveyance 
of assets to the new corporation occurred in mid-year, after 
substantial production expenses had been incurred. A 1983 ruling 
involved the reallocation of expenses incurred by the transferor 
relating to transferred assets to a newly formed corporation where 
a substantial net operating loss was incurred before the transfer 
of harvested grain and livestock. However, in two cases decided 
subsequently,17 the Commissioner’s attempts to reallocate crop 
expense and income from grain sales were rejected where there 
was no operating loss incurred by the transferor. In a 1984 ruling,18 
involving Commodity Credit Corporation loans, there was no 
re-allocation of expenses or income following the transfer of the 
CCC loans and the right to receive payment-in-kind federal farm 
program	benefits	to	a	corporation.	
 Assignment of income. Another area of challenge by IRS has 
been where the taxpayer was engaged in assignment of income 
with the result that the assignment of income doctrine overrode 
the tax-free exchange rules.19 In the lead case in that area, the 
taxpayer formed 14 separate corporations to receive the crop sale 
proceeds in an unsuccessful attempt to take advantage of the lower 
corporate federal income tax rates at the lower levels.20
 Lack of business purpose. Occasionally, tax-free exchanges have 
been challenged on the grounds of no business purpose and no 
purpose other than tax avoidance.21 Forming a corporation simply 
to assume ownership of a crop, with no other purpose, has been 
attacked on that basis.
 “Tax Benefit” challenge.	Under	 the	 tax	benefit	 challenge,	 if	
a taxpayer makes an expenditure or incurs a loss for which a 
deduction is claimed and later recovers the funds or property, 
the amount must be reported as income.22 Application of the tax 
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